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PREFACE 


Mon-appropriated funds are “the moneys which support certain 
revenue-producing, welfare, and sundry activities which are not provided 
for in congressional appropriations but are necessary adjuncts to the 
armed forces. "i They are instrwaentalities of the United States, set up 
for administrative use, smd are seperate and distinct from the funds re- 
corded on the books of tho Treasury and General Accounting Office. They 
are usually for the purpose of contribution to the welfare, comfort, or 
pleasure of military or civilian employes. 

“Non-appropriated funds include, but are not limited to: 

(a) Funds received and expended for Navy accounts and 
organizations such as Welfare and recreation funds 
derived from Ship's Stores, Navy and Merine Ex- 
changes; funds received and expended by officers‘ 
aml enlisted men*s clubs; Navy employees’ relief 
funds; Civil Cervice employees association funis; 
and employee-operated cafeteria funds. 

(b) Funds received end expended by employee credit unions 
or other organizations which have Federal or State 
charters. These include all credit unions in the 1 
Establishment. 


(c) Funds derived from gifts, gomes, entertainments ami 
collections," 


Tho purpose of this paper is to explore the internal audit and 
control procedures which are pertinent to Non-appropriated funds, with 
emphasis upon the prevention of frawli ond the safeguarding of Non-appropri- 
ated fund assets. In so doing, it is realized that any system of internal 





Isp 329-5-1, Dictionary of United States Army Terms, p. 191. 


“office of the Comptroller of the Navy, Internal Audit ip 
un Stam blectives , Bépertment of the Navy, Wask- 






ER 8. C., May 1951, p. = 
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audit and control is designed primerily for the purpose of maximizing the 
efficiency of operations. The prevention of fraud is an impertant, but 
ancillary purpose. But it is fraud in the administration of these funds, 
aml not mediocrity or mere inefficiency of or2rations, which results in 
the diversion of mach military manpower to official investigations and 
courts-martial, with the Commanding Officer almost invariably an interested 
party and sometimes a defendant. Many Commanding Officers have suffered 
embarrassment or blemished service records resulting from frauds perpet- 
rated by their employes and military subordinates in the administration 

of Nos-appropriated fund activities. It is hoped that this paper will 

in some measure serve to stimulate the Commanding Offícer*s interest in this 


often-neglected, but potentially very troublesome orea. 


iv 





CHAPTER I 


EMBEZZLEMENT AND FRAUD! 


. The Commending Officer, when confronted with an awdit report in 
which areas of loose control are pointed ont, too often reacts with an 
expression similar to the following: "Controls are all well and good, but 
after all I trust my people, and I will not be too concerned about a little 
laxness in control." The typical Commanding Officer will duly note such 
a report, pass it on te the people concerned, with a mild admonition to 
“straighten it out,” and turn his attention to more pressing busínese. 
The experienced auditor, however, kas leerned the truth in tho saying 
"those we do trust can steal; those we don"t trust can’t steal." 

Hany businessmen put empleyes in two broad categories of honesty. 
First, there are those whe simply are not morally capable of fraud under 
any olrcuastances, Fortunately, these are in the majority, and we 
do not have to worry about them. In the second category ere these who 
consider themselves to be honest end actually do not think they will 
ever be dishonest. But when a person in this category encounters 
financial difficulties - be it from sickness in the family, high living, 


lo embezule is "to appropriate fraudulently to one’s own use, 
as property entrusted to one’s care.” lence embezzlement implies fraudulent 
appropriation by a breach ef trust. Frewi, fn turn is defined in its legal 
sense as "an intentional pervorsion of truth to induce another to part 
with some valuable thing belonging to him, or to surrender a legal right." 
In practice, these terms are used more or less interchangeably, os will 
be done in this paper. 


¿original source undetermined. 
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gambling, or wonen? - and at the same time is exposed to a loose system 
of interasi audit and control, he has an open invitation to steal. The 
feeling is quite general, in auditing ond fidelity insurance circles, that 
management is largely responsible for the defalcations in this second group. 
A promipent fidelity insurance expert put it this wey: 

"Dishonesty is usually the result of the direct end premeditated 

acts of the individual. However, too often embezzlers sre 

abetted in their stealings by poor accounting systems, lack of 

internal control, and inadequate periodic awiits. When an en- 

ployer’s method ef operations mekes it easy for an individual to 

steal, unfair temptation is placed before the employs. Should 

either مد د‎ or a fancied need for money arise, such as for 

large medical expenses, a promising business venture or other 

gamble, it is MELLA, do predict whother an imdiviidusl will 

succumb to temptation. 
It follows that a Coomending Officer muy vell doom it his duty to protect 
his employes and his military subordinates frou themselves by keeping tempt- 
ation out of their way. 

It is difficult for a casual researcher to obtain statistics on 

the extent of fraud in the administration of militery nonappropriated funds. 
This stews from two causes: first, the requirement for administrative pri- 
vacy bars the researcher from access to official files of reports of in- 
vestigations and audit reports concerning 06581628130195. Second, as in the 
business world, meny defalcations simply ere not reported, and many continued 
undiscovered. These difficulties are not important, however, bocause non- 


appropriated fund activities are not unique; they have very similar counter- 





"The familiar triple incentive for eubezzlement - “redheads, rum, 
aml races” - has been superseded by more righteous motivos, as follows: 
(1) to keep families together, including the payment of education bilis: 
(2) to pey hospital bills; amd (3) to koep up with the Jones”, 


An. A. F. -rak Chairman of Board, American Surety Co., 
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parts in the business world. The accounting systems ami the systems of 
internal eudit and control employed in tho administration of these ectivities 
are very similar to those employed in business. Too, the people concerned 
with the administration of nonappropristed funds are a good cross-section 
of the population, Hence it can be safely assumed thet the difficulties 
encountered by business in the erea of fraud sre also encountered by 
the military, and a discussion of ono will also serve for the other. 

An exominatian of the Federal Bureau of Investigation’s Uniform 
Crime Reports! reveals that a total of 19914 persons in the United States 
wore charged? with eubezzlement in 1956. This figure represents a rate of 
29 porsons per 100,000 of population, which in itself does not appear to 
be particularly alarming. But the fact is that the conventional armad 
robber is a rank amateur in comparison with the trusted employe when 
it comes to theft. Professional thieves stole about $430 million in 
goods and money in 1957. The embezzler, whose crime is incidentel to 
a legitimate career, made off with at least $500 million. Accurate estimates 
of total losses by embezzlements cannot be made because many such losses 
go unreported for one reason or another. Undoubtedly, many remain un- 
detected. A national detective agency that handles many industrial eccounts 





lüniform Crime Reports for the United States, Issued by Federal 
Bureau of Investigation, U.S. Department of Justice, Washington D. C,y 1957 
semi-annual bulletin, 1957, vol. XXVII, Member 1, p. %. Government 
Printing Office, Washington D.C. 1957. 


?Noto that the figure 10,014 represents the number of persons 
charged, amd does net represent the number of persons convicted. 


“Reasons for failure to report embezzlements include the following: 
(1) mbarrassment of management at — been so foolish as to trust the 
wrong men; (2) Pity for the eabezzler; (3) fear that prosecution may be un- 
successful, exposing the company to counter-suits; (4) fear that unfavorable 
نو نک‎ may hurt business; ond (5) restitution, or premise of same, by 
ter. 
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places the annual loss to cubezzlors at soorly $720 million. Many police 
and fidelity insurance experts believe that the true, although unascertainable, 
total is betwoon $1 billion and $2 billion. Coupled with this high loss due 
to ombozzlements ís the fuct that employe embezzlements have steadily risen 
in recent years ~ fester, in proportion, than the amount of money in circu- 

E 
lation - ond now rank with fire as o major cause of business loss. The 
tragedy of this unhappy situation is that only ebout $30 million of the 
annual less te exbesziers is covered by fidelity insurance. The ۲ 
comes directly out of business profits. 

Rabezzlement is insidious and shocking because the thie? frequently 
is a trusted euploye whe hag served his organization faithfully for many 
years, The oubezzley can bo just about anybody. 

The most distinctive facts arding embezzlement sre (1) the 

very high frequency of the offense ax! (2) its incidence in 

all strata of society. The discomforting likelihood, plainly 

indiceted as owe probes the data, is that if everyone was not 

sometime in his life an cubezzler, at least a large percent 

of all types of person in every profession, vocation, socipl 

and economic status, has sometime. committed embezzlement. 

The United States Fidelity uxi Guaranty Company published a re- 
port in which 1001 cases of mercantile embezzlement wore taken at random 


from their files oud studied.* 47 states, most provinces of Canada, ۵ 





sovoral foreign countries where American concerns have branches, were 
represented in this study. Nearly every type of business was represented. 
The List of embezzlors included men end women in a wide renge of occupations, 
all levels of importance, and all adult age groups. They cost business over 
$6 million in money amd property. The average mon embozzled $6,263.02, the 





lJerome Vell, Theft, Law and Socjot;. Indanepolis, Dobbs-lerrill 
Company, 1935, p. 209. ga 


“United States Fidelity and Guaranty Company, 1001 Bmbezzlexs. 
Baltimore, Author, 1937. 
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| average woman $4,129.42. The total loss exceeded the bom! coverage 


EY 


by 90% The study draws a picture of the "typical" embezzler as follows: 


Your typical embeezler belongs in the white coller class. Ho is 
thirty-six years old. e is married, Me has a wife am! two children. 
De is not psychopathic or of feeble mimi, nor does he live in a neigh- 
borhood where crime is widespread, ¡Ms upbringing has been good. Tio 
is mot the lowest paid person ín his employer's organization, nor is 

he tho highest. His friends aim very often his wife imagine that his 
salary is $300.00 a month or more, but it is nearer $175.00 a month! 
Ho has a high school education. He lives comfortably. Me has o med- 
ium priced automobile, last year’s model, on which a balence is stil! 
owing. His travoling hes been confined to occasional week-ends ami a 
two-week vacation in tho summer. De is a good mixer. He participates 
in social and community affairs. fe enjoys a good time. He likes a 
drink, but he revely takes 1% during business hours. fe lives in every 
stats in the thion, in every province of Canada, in large cities, in 
small cities, fle is employed in every type of business. He is competent 
and smart. fle has held his position for five and a half years. 8 
employer regards him favorably and he hes honestly earned the position 
of trust to which he has attained. In short, so far as his past 0 
is concerned, he is a regular fellow, a normal individual with a 
average business reputation and future. Yet he becomes an 
embezzler. 


The Federal Bureau of Investigation’s "Uniform Crime Reports" 
inoludes en interesting breakdown of the identity of embesziers by age 
groups. The 13,494 errests for embezzlement in 1477 cities of 2500 or more 
population or more, tabulated by age groups, is as follows for 1956.° 


Ane Group Number Percentage 
Under 15 19 . 38 
15-19 393 2.04 
20-24 2130 15.79 
ae ny 2495 10.49 
20-34 2641 19.57 
55.39 2099 15.48 
40-44 1424 10.56 
E 920 6.07 
over lun 9. 02 
Totals 94 100.00 





IThis rt was published at a time when $175.00 o month was 
a substantial salary. 


“radfoma Crime Reports for the United States, Vol. XXVII Number 2, 
Annual Bulletin, 1956, Goverment Printing Office, Washington, D.C., p. 109. 
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Another tabulation in that reference shows the incidence of embezzlement‏ 


by geographical areas, as follows:! 





Arrests for onbeszlesent, 
South Atiantic (including D. C.) 66.9 
East South Central 52.9 
Inuntein 45,0 
East forth Central 30,0 
West South Central 27.5 
Pacific 25,4 
West North Central 25.0 
Now Engl and 23,4 
Middle Atlantic 15.1 


The above tabulation of embozzlers by age groups is probably about 
the sano os the distribution of our working population by age groups, and 
is significant only in that it supports the proviene assertion that the 
eubezzier can be just about anybody. The tabulation of embezalers by 
geographical areas is interesting, particulerly to © manager or a Commanding 
Officer, in that it indicates that an embezzler is more than twice as 
likely to be esmcoustorod at 8 naval activity in the District of Columbia 
ami southward along the eastern seaboord us he is north of tho District 
aud on the west coast. 
The preceding discussion hes briefly outlined the incidence and 
cost of embezzlement, and has attempted to identify the exbeszler. The 
conclusion et this point is that every businessman stands a goed chance 
of being victimized by an embeazler, who will probably be a trusted oxployoe 
ai who will probably be aided by his boss" innocent collusion - ín the 
form of complacency, blind trust, or loose control. A brief exeminetion 
of the reasons which compel a good man to turn thief may now be in order. 
Reference has been male te -e broad categories ef honesty into 
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f. 
which employes may be divided - those who simply could not be dishonest 
under any circumstances, aui thoso who think they are honest, but, given 
an urgent need for money, can rationalize a breach of trust. However, 
this theory is not necessarily shered by all experiencod surety officials, 
some of whea are less charitable and feel that anyone will eubezzle whon 
temptation is great and concealment is easy. Dr. Donald R, Cressey of 
U,C.L.A. offerod the following theory in his Ph.D. Thesis: 

Trusted persons become trust violators when they conceive of 
themselves as having a financial problem which is non-shayreable, 
have the knowlédge or awareness that this problem can be secretly 
resolved by violation of the position of financial trust, and are 
able to apply to their own conduct in that situation verbal izations 
wüich enable thes to adjust their couceptions of themselves as 
trusted persons with their conceptions of thauselves as users of 
the entrusted funds or property. 
Thus Dr. Cressey visualizes three conditions which must precede au eu- 
bezzlement: (1) a pressing non-sharsahle financiel problem, which con- 
curs with (2) opportunity to embezzie without likelihood of detection, 
and (3) rationalizing the embezzlement in terms of its being a temporary 
"borrowing." 
United States Fidelity end Guaranty's "1001 Embezzlers" includes 
a tabulation ef the various reasens wiich compeled these persons ۵ 4 


as follows: 





ior. Donald R. Crossey, quoted in Thef 
Jerome Hall, Indanapolis, 1955, p. 303. 





“United States Fidelity and Guaranty Company, 
Baltimore, Author, 1937. 
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MEN 
Number Per Cont 

Revenge ~- = - = =< = =< =< =< =< =< = = = = = = i ol 
Dishonegt Son ~- - = = = = = =< =< = = = = - 1 „i 
Bleclawail - مر مو د ده‎ = = = =< < e = = =< = = 2 of 
saving for a Rainy Doy ---------- 2 2 
سد وک‎ a o o even + d 
— of Another Business مه مت مس سد هم د ده‎ 13 1.4 
Mentally Irresponsible سے سے ۔ س - س س‎ + 14 1.5 
Inadequate Income - ------------ 18 1.9 
Sickness of Wife, Son, or Deughter - - - - - 37 5.9 
| 0س‎ c 04 8.7 
ه ه س س س تس هم ے مس ماهس سد سام سا دس شد اه‎ 102 10.6 

Dad Dad Business Kanager$ -------- هه ه‎ 133 13.8 
Accumulation of Debts ~- س سم سم س س‎ <= = = = = 156 16.2 
Living Above their Neang =- =- e =- = ~ = = - 161 16.7 
Gambling and/or Drink = = س س ے س‎ = = = = > 169 17.6 
Criminal Charocter8 - -- --------- A A 
Total 963 100. 0% 

WOMEN 

Sickness in Family - - - جح‎ n~ 2 . 
Depondents - = < < = = = == a = = =< = = = =< 4 10.6 
Operation of another Business = = = = =- -~ - 1 2.6 
Moutally Irresponsible = = «aon سا سه‎ 3 7.9 
Gmbling---------------- سو ې‎ 2 5.3 
Von " wwe wu * Fe SY - wo uox 2 5.9 
Aecuwmation of Debts - ----------- U 28.8 
Living Above Thoir Neans - --------- 13 24.2 
Total 38 109. 056 


Reasons such as the above, thon, can compel a basically honest 
person to "borrow", Many, most, or all persons have the traits of choracter 
such thet when exposed to a sufficiently conpelling meed for monoy they can 
rationalize "borrowing" from their employer. If an employe develops such 
an urgent, non-shareable financial problem it is not likely that the Cou- 
manding Officer will learn of it. But a prospective embezzler may display 
certain characteristics ami habits which may lead the Commanding Officer 
or tho Manager to wonder, eal to question. The inqusitive, questioning mind 
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can be a yalueble sdjunet to internal control, for simple questions, having 
little reletion te principies of internal control, heve led te the discovery 
of many defelcators. For exemple, it was the inquisitive nature of e now 
employe which lod to tho discovery of the notorious Mínnio Magnus aftor 
her 20- odd yoars of continued osbezzlement in Norfolk, Virginia. Minnie 
might have bes: discovered much sooner if her mmployor hod asked the simple 
question "why doesn't Minnie ever take s vectíon or 8 doy off?" 

The remainder of this paper will be devoted to on oxmaination of 
the methods and tools available to the Commanding Officer in the control 
of nonappropriated funds amd the minimizing of opportunity, which is the 
third prerequisite to an embezzlement - the prerequisite which is largely 
under the centre] of the Commanding Officer. 
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CHAPTER II 
CONTROL OP NONAPPROPRIATED FONDS 


که 
"Internal control comprises the pian of organization and ali of‏ 


the coordinate methods and measures adopted within a business te safegueri 


its assets, check the accuracy amd reliability of its accounting dete, pro- 
mote operational efficiency, ami oncour:je adherence to prescribed managerial 


policies," 

Thus intersal control involves much more then mere protection of 
assets through the prevention and detection of (raw), But, as pointed out 
proviousiy, fraud in the administration of nonapproprieted fund activities 
can be extresely embarrassing and harmful to the Comending Officer and to 
the Navy, end for this reason the remaining discussion attempts to focus 
upon the fraud-prevention aspects of internal control. 

"The organization structure aad the delegation of responsibility 
and — authority are, without question, the prime essentials in con- 
trol. ae Lamperti and Thurston cite the following generally accepted prin- 
ciples of organization: 

1, Au organization should be built orowsl main functions end not 
rt = A» The besic pattern showld be tailor-made to the 


2. Functions should be broken dom so as to promote balance in the 
organization and avoid duplication, overlapping, neglect of essential 





American Institute of hocountants, 1949, Du 
Control. w in Cadmus axi Child. ۵ T 
Waste, .م‎ 4 


- Cadmus end Arthur J.E. Child, C 
Fray amd Weste. Prontice-ln1l, Inc., New York, 1953, pe 15. 
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27Th 5 
functions, or overeaphasis on any one function to the detriment of 
another. No function should be assigned to more then one independent 
unit. 


3. Definite and clear-cut responsibilitios with commensurate 
authority should be assigned to each executive. 


4, Delegation of authority should be explicit and placed close 
to the point at which action occurs. 


5 

3. Line functions should be separated from staff, with the latter 
a service and advisory activity. Channels of command muste not be violated 
by staff units. 

6, Esch executive should have a proper sprin of supervision, 
usually ranging from a minimum of three to s maximus of seven major 
subordinates reporting to nim, 


7۰ Every employe should know definitely to whom he reports and 
who reports to him. No one should report to more than one line superior. 


9. Organizational structure should be kept as simple as possible. 
The number of levels of authority should be kept at a minimum. 


9. Provision should be made for the coordination of related 
activitites. 


19. The organization should be flexible, capable of sdjustment 
to changing business conditions. The plan should be adaptable to expansion 
or contraction. 


11. Each executive should be permitted to exercise the maximum 
initiative within the limits of his delegated authority. 


12, Organization charts and manuals must be kept current.! 

À sound organization structure enables the placement of individuals 
where they are best fitted, which in itself is an important beginning 
for internal control. A sound organization structure must also include 
definite delegation of authority and responsibility, such that menegement 
can pinpoint responsibility within the organization, It provides for 


separation of custodial or operational responsibility from the accounting 





I Frank A. Leaperti and John P, Thurston, Internal Awditinc 
fox. Management, Preatice-Mall, Inc., New York, 1953, p. 22. 
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therefore, thereby preventing ono indivi:'ual from having complete 
control of a transsction from beginning to end. 

Closely associated with the organization structure is the selection 
of individuals to perform the various functions within the organization. 
In a way, the prevention of fraw! and inefficiency begins with such 
ەب‎ end hiring of employes. Prospective employes should be carefully 
interviewed end screened, and their references checked. The hiring of a 
known fraud into a position of trust would be most embarrassing and costly, 
but it has happened, and can happen if the applicant*s past record of 
employment is not investigatod,! 

Accounting Instructions for Open and Closed Messes Ashore, as 
well as other similar publications, give recognition te the importance 
of organization structure in control, stressing the importance of the 
automatic checks ami balances provided by proper segregation of records 


and functions. These tccounting instructions also recognize that 





1"4 42-year old strawberry blomd wes cblo to perpetrate 15 different 
thefts Zrom 15 different department stores in Now York, Newark, Detroit, 
Pittsburgh, and half a dozen other cities. She would hold each job only 
several days, just long enough to find a time shortly before closing, 
when receipts were near the day's peak, Then she would slip ont with 
the cash register’s contents. An investigation of the employment 
record of this women would have prevented these losses, er total thefts 
amounted te $75,000 

In investigating all new employes a complete accounting should be 
required of the employment record. An inquiry form should be sent each 
employer worked for during the last 5 or 10-year period, Many concerns 
have found the cost of mercantile credit reports to be negligable compared 
with the results obtained therefrom. Also, many companies are finding 
aptitule tests an invaluable aid in weeding out those employes who do 
not fit and who are more apt to succumb to the temptation ef stealing when 
the opportunity is presented.” ( George ^. Conner, Vice President, Fidelity 
ami Deposit Company of Maryland, The Logs a xaug, Best's Insurance News, 
Fire & Casual ty Edition, May 1956, p. 24.3 
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as 
tho orgsnization structure will of necessity vary in accordance with 

tho magnitude of the operations, It might be added that the permanent 
staffing of many nonappropriated fund activities must of necessity be 
severely limited due to austere personnel allowances, waking strict 
adherencé to sound principles of ergenizationsl control very difficult. 
Shortages of officer personnel, particularly om beard smell ships end 
Stations, often make it necessary for an officer, who already has important 
primary militery duties, to ossume the management of a nonappropriated 
fund activity on e collateral basis. The resulting dilution of the 
officer’s attention often results unfavorably for tho nonoppropriated 
fund activity, because, after ell, his military duzies must have priority. 
In such small activities it is mondatery that the Commanding Officer 
exercise particular care to ensure that the assets of the fund are 
properly safoguerded. There are several things he can de in this 

respect: First, he can assign such collaterai duties to en individual 
whose talents best suit him therefor, and whose military duties ore 

less pressing than other prospective appointess; second, he can 

appoint other talented people to act as part-time assistants in carrying 
out various functions, suck as cashier, custody of petty cash, custody of 
Supplies amd equipment, and bookkeeping; third, he can devote particular 
attention to these activities during his routine inspections; end fourth, 
ho can ensure that a sgrong well-trained organization is provided for 
frequent audits. The point is this: it is the responsibility of the 
Commanding Officor to maintain a system of internal control which 

will protect the assets of the fund, check the accuracy of the accounting 
records, and provide for an efficient organization. Lack of personnel end 
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- 14 - 
shortages ef trained personnel are probably valid reasons for losso 
control, but they certainly ore not valid gieuse, and would not be 
accepted as such in the event a defslcation or other 1o88 occurred. 

At this point it might be of interest to introduce a case study 
which illustrates possible results of loose control due to concentration 
of functions in one person. 

At Station X is a small Coemissioned Officors® Mess (Open), 
which operates a bar and peckage store, Mel service is not provided, 
due to the small size of the station. Until recently, Lieutenant Y was 
assigned primary duty as officor in charge. This was essentially a 
one-man operation, inseemuch es tho only full-time employe mas a civilian 
bomen, An enlisted man wes assigned 55 boekkeeper and office assistant 
on a part-time basis. Since Lieutenant Y handled all business papers, 
he exercised control of the books, for ol) practical purposes, In 
addition to his duties as conerel manager of the mess, he operated 
the package store and acted as cashier. Pe made nl? bank deposits, ro- 
cenciled bank statements, and prepared the monthly financial statements. 
The bar barely made expenses on most days, but the package store did a 
large volume of business and normally “carried” tho club, Lieutenant Y 
wes 34 years of age, mas married, and had two children. Me was well 
liked, had a good military record, and enjoyed the complete confideme 
of the Commanding Officer. Routine awlits had consistently indicated 





lThis caso study is a composite, consisting of several circumstances 
of loose control amd frew! in connection with Officers® Club activities 
which were actually observed by the writer during his naval service. 
The untínely demise of tho club officer ig a device to bring the frau! 
end inefficient operation to light, and did not actually hoppou. 
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that the mess was well rum, and in socorlance with established procedures. 
Lieutenant Y was recentiy killed in ag automobile accident, 

Yhe Cesmanding Officer appointed a successor, am directed an audit 

of the mess by & newly-constituted audit beani, whose members had not 
previousiy participated in on audit of the moss. The audit board fouad 
Lieutenant 1۵ post-dated check fer $300 ia the cash box, as well as 
three other post-dated checks signed by officers attached to the station, 
aggregeting $550. The audit board, upon taking an inventory of the 
package store and the adjoining storeroom, foui a shortage of approximately 
$000, represented by 12 cases of eupty liquor bottles. The audit board 
questioned the members of the regular inventory beard as to their method 
of taking inventory in the pest. The members of the roguler faventory 
board reluctantiy revealed that they hed allowed the Club Officer te 
point out liquor cases on the shelves aml call out the contents of cach 
case. At no time had they removed cases from the shelves to verify 

their contents. The remainder of the audit was conducted carefully, 

in accordance with established procedures, but feilod to reveal any 
discrepancies other than the inventory shortage and the post-<dated checks. 
Lieutenant 2, who hed verified Lieutenant Y's cash incident to previous 
audits, revealed that on each of five or six previous occasions he had 
noted such post-dated checks in varying amounts, but tad not reported 


them. Hîs reason for not doing so was that on tho first such occasion, 





. inventory fraud is reminiscent of the caso cited by George A. 
Connor $n Rost's Insurance News, Fire end Casualty Edition, 
May 1956, p. 24: 
A loss of 20 refrigereters, ld gos ranges, amd e number of other bulky 
pieces of household equipment wes sustained by a department store, even 
through a careful inventery of all merchamlise wes maintained. The 
loss remained undiscovered because the defaulter 5821163 the empty crat 
te the floor so that the checkers would think that they were still full. 
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aml on each subsequent occasion, one of the post-dated checks in Licutenant‏ 
Y*s cash box wes signed by one of Lieutenant Z's superiors, inferring‏ 

that discretion was the better part of valor in this instance. 

During subsequent operation ef the club wader the new management, 
Lieutenant Y% personal post-dated check wes returned marked "no account," 
The remaining post-dated checks cleared, of course. 

The new manager, in checking the operation of the bar, noted 
an increase In bar sales over the level prevailing during Lieutenant Y's 
tenure. This level of bar sales continued for about two months, then 
gradually reduced to approximetely the former level. A surprise inspection 
of the bar stock revoslod several liquor bottles which did not have 
the preosceribeg decal attached, indicating the obvious truth that the 
barman had been selling his own liquor at the bar, and neglecting to 
ring up sales on the cash register. 

In the foregoing case it would appear that the Commanding Officer 
should consider himself fortunate that the mess officers defalcation 
was limited to $900. Sinse he had virtual control of the accounting 
records, ami he had complete control of cash and inventories, he was 
in en excellent position to embezzle much largersums through manipulation 
of cash receipts anil cash disbursements. This organization is typical 
of many small businesses, in which only one person may combine all 
the various functions of bookkeeping, disbursement of funds, and the 
custody of various assets. In such a small business, the hiring of 
sufficiont personnel to provide for adequate internal control is not 
economically feesible, and therefore the ower or manager must perfora 
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- 17 ے‎ 
many duties of the internal auditor to compensate for tho lack of other 
internal controls. However, in the case ef a wonappropristed fan! activity, 
the Conmanding Officer has manpower resources with which he cas achiove 
internal control, a$ noíntod out previously. Ne can assiga personnel 
fron hi2 on-board complement to assist in certain functions, such that 
thore is at least same seperation of custodianship end operations from 
the accounting therefor, And certainly when staffing is limited tke 
Commanding Officer must give these activities his particular attention 
to ensuro that the required internal audit functions are carried out. 
The above discussion has been confined diargely to Coueiss ioned 

Officers" Nesses, The same principles generally apply to other non- 
appropriated fuuds such as Recreation Fuais. The Nayy Special Services 
Manwel outlines the following duties of the Special Services Officer: 


The Special Services Officer will normally bo responsible for the 
following: 


(a) Athletics, shows, dances, all-hands parties, movies, libraries, 
station newspapers, games end associated equipment, C.P.O, Mosses 
and Enlisted Mens’ Clubs and similar ectivitos . . . Generally, the 
Special Services Officer will also act as custodian of the Recreation 
Fund. یش‎ where wx M ON decms Ly mm 
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Thus we have in the standard organizetion book for Recreation 
Funds a provision which “generally” gives the Special Services Officer 
custodial and operational responsibilities coupled with accounting 
therefor - an inherent weakness ef organization which must be countered 
by strengthened internal audit as well as increased personal vigilance 











IMAVPERS 15969, Special Services Mona]. Department of the Navy, 
Bureau of Navel Personnel, Washington, Debo, Po Š. 
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aml attention by the Commanding Officer. And he can weil giva consideration‏ 
to detafiing an officer other than the Special Services Officer to ant as‏ 
Custodian of the fund, as authorized by tho Special Services Manual.‏ 

All ships an! stations havo n comprohensivo syston of internal 
directivos which specify the methods atl precedures to bo followed in 
executing the nony tasks assigned, Nonappropriated Paw activities 
should not bo negioctad intthis araa, because tho detailed specification 
of methods am! procedures is an important means of internal control. 

Basic policies, regulations, amd procedures for the operation of non- 
appropriated fund ectivitier are contained in various Department of 

the Navy directives, such es the Manual for Comaiissionod Officers" Messes 
Ashore." It is emphasised that these directives are basic, aml require 
local amplification aml modification fn many respects. Notheds ani 
procedures should be reduced to writing, and should cover ia detail 

every operation performed within the activity concerned. Once a procedure 
has been adopted, variations should be kept te a minimum in order to 
enable management te concentrate on deviations. 

At thia point a discussion of same procedures in historically 
troublesome areas may be in order. First, let us examine the procedures 
which should be followed by a moss manager in controlling his bar 
operations. Perhaps the reader is familiar with the story of the 
bar proprietor who, in response to an inquiry about salary, informed 
a prospective employe that the pay was * 
you can steal.” This illustrates, albeit crudely, the difficulty of 


dellars a week plus what 












LNAVPERS 15047, Nan | | Mficers' Messes Ashore, 1955, 
Dopartmost of tho Navy, Bureau of oval —— Washington, D. C. 
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- 19 - 
bar control, andl the lethargy with which seme ber managers view it. 

Noedless to say, the bar procedure should prohibit the barman 
from using any bar stock which does not have the 0.5. Navy decal attached, 
which provision was violated by the barman in the previous case study. 

The procedure whould prescribe the maximum an! minimus limits of cach 
variety of bar stock, and should require tho barman to suimit a requisition 
to the stockroom clerk for the purpose of drawing roplecement stock, It 
should set forth standard recipes for each type drink, and should require 
the use of automatic pourers attached to the more popular bramds, rather 
than reliance upon “seaman’s eye." Inventory of bar stock should be 
taken daily or at least weekly, by the mess maneger or a responsible 
authority other than the barman, and the ratio of bar costs to sales 
calculated, The ratio of bar costs to sales (bar cost percentage) 

should ramain fairly constent for s given bar, ond any material fluctuation 
shouid be investigated thoroughly. Historical records of daily gross 
soles and bar profit should be similarly maintained, and unusual variances 
should be theroughly investigated. Other details such ag the following 
Should be covered: 

1. Many Officers’ Messes allow the manager an allowance for 
entergalrment for the purpose of maintaining good public relations. This 
is generally considered to be s good practice, 0:۷07, 1٤ must be 
carefully controlled. Written procedure instructions should place 
monetary and other appropriate Limitations on such on allowance, ond 
should require thet charges against the entertainment allowance be 
recorded as administrative expenses, To this end, the manager, upon 
receiving beverage service properly chargeable to his entertainment 
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- 29 - 
allowance, should sign the receipt, and the berman should ring it up 
on the cash register as a cash receipt. The bamean should retain 
the sighed register receipt and turn it in with his cash. Zf the ۵ 
entortoimsent allowance îs not closely controliod tho berpen may 

recognizo the opportunity afforded him, am sucou to temptotien. 

2. Working hours am! shifts should be rotated ۵۶ ۶60831516, 8 
order to discourage the development of cliques for collusion, am! all 
employes should be required to take regular vacations. 

3. Bar stocks must be kept out of easy reach of other empleayos 
and patrons. 

á. Á control measure must be adopted to guerd against fraud in 
connection with cash-register tape. In some types of cash register it 
is possible to retard the tape to en unused portion and recom! fictitious 
credits, then return the tape to its proper position for recording the 
next legitimate transaction, such that the total sales will road loss 
than tho actual cash receipts by eu amount equm? to the fictitious credit 
applied. The same fraud can be perpetrated with nn ewdinory adding 
machine tape, of course. “Accidentally” tearing the tape at a convenient 
location might also serve to hide a frawudulant transaction, 

6. Leakage,spoilage, ami breekage should be supported by visual 
evidence. As an example, ber proecduro should require that if the barman 
breaks a bottle accidentally ho will ismodiotely notify the manager, who 
will verify that the breakage ectually occurred as claimed. Such breakage 
should be supported by a suitable exponditure paper approval by the 
manager, end any repititions should be viewed with suspicion, Stororoom 
clerks have been known to "accidentally" drop a case of allogad spirits on 
the floor, breaking "12" bottles, whereas actually the case contained only 
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ã 3 ی‎ 
lor 2 full bottles am! 10 or 11 empties. Such breakages Should be 
examî hed to ensure that U.S. tax seals are intact. 

7. Requisitions for bar replacement stock should be accompanied 
by as oquel number of empty betties, which should then be destroyed 
by the manager or a responsible person other then the barmen, Bapties 
Should never bo taken directly to tho garbage. 

8. Family groups should not be employal. 

9. Employes should be denied tle privilege of drinking on tke 
premises, regardless of whether or mot they pey the reguler ber price 
therefor. 

10. Beverages should aot be dispensed on usauthorized credit, 
or “on the house.” 

11. Standard bar príicos should be posted, end should be charged 
all patrons, Favored patrons should wot be wer charged nor be served 
supercharged drinks. 

12, Cash register should be in plein view to that the patron 
can easily seo the ameus? which is rung up thereon. 

13. Special control previsions must be prescribed in the event 
social periods or "happy hours" sre held during which reduced prices 
prevail. 

Tko above is not intemied to be an exhaustive list ef points 
which must be covered in the instructions governing the operation 
of a bor. Actually, beverage operations experience theft in forms 
which defy the imagination. The problem is further complicated by 
the fact thet theft of liquor is often viewed ag oa prank or gone, rather 
than dishonesty. 
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Another iaportant trouble-spot in nonappropriated fund activities 
is food service. in this area, as ia beverage operations, the opportunities 
for theft aml pilzerage ave considerabie, unless proceuures and و‎ 
are skillfully developed aml rigidly applied. The basis proculures 
to bo followod in the purchase anû issue of merchandise, supplies, aad 
oquinsent aro costeined im MiVUXOG P-1092,1 These procedures are fairly 
gtamianl fer businesses in general, amd gensorelly adhere to the principles 
rocommenial in many 6tandami textbooks oa internal control, Since tieso 
procoduros awe exceedingly important, they have been reproduced,as 
701108: 

"3210 PORCHASES AID 160 

i. PURCHASGG OP ERMEE, SWILE, AW COPEN 
a. Purchase Order 


(1) Desic Bequiresent. Purchase der (lavlompt Form 
720) will be issued fer all purchases cf merchandise, surplios, and 
equipment maic fron comercial concerns except fer purchases made from 
the potty cash fund fn nomine] amounts. In certain cases, euch es for 
cuali purchases of effice supplics end telophono orders for deliveries 
en the same dey, when ft may not be practicsblo to furnish the dealer 
with n formal purchese order, the regular purchase oxder form will be 
used, but “Confirmetien” will be typed or strane! thereon. A weekly 
or monthly blanket purchase order will be wkitten to cover daily 
deliverics of dairy or bakery nroducts, 


(2) Preparation. The NevCempt Form 759 is produced 
in sets containing an original aml three uuiti-colored copies. The 
name ti address of the mess will bo insorted $n the space provided 
therefor end will be pre-ausbered either by typing, stamping, or over- 
printing. Sufficient forms will be pre-numbered in advance by the 
treasurer or his desigueted representative emi eack number accounted 
for. Atl onlers will be sígnod by the treasurer or his designeted 
سے ہہ سہم:‎ Designetion to 5iga purchase documents will be outhoriceod 
n writing, 





lavxa P-1032, Revised 30 June 1954 
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(3) Distribution of Copies. The original will be 
sent to the dealer. Tho blue copy will be forwarded to tho bookkeeper 
(or other person designated by the treasurer). The green am yellow 
copies will be forwarded to tho activity designated to receive the 
norcham ise. 


(4) Office File, The bookkeeper (or other person 
designated by the treesurer) will maintain an "Open Onder Filo" of the 
blue copies in numerical sequence. 

Ê (5) Receiving Activity File. The receiving or other 
activity concern will maintain an "Open Order File" in which beth the 
green axl yellow copies will be filed by dealer"s name. 


b. Request for Issue or Turn-in 


(1) Basic Requirement. A request for Issue or Turn-in 
(DD Form 1150) will be ussued for purchases made from supply activities. 


(2) Preperation. All orders will be prepared in quadru- 
plicate end be numbered in nuserical sequence. Al orders will be signed 
by the treasurer or his designated representative. Designation to sign 
orders wili be authorized in writing. 


(3) Distribution of Copies. The original wili be sent 
to tho supply activity, a copy to tho bookkeeper (or other person designated 
by the treasurer), om two copies to the activity designate) to receive 
the merchandise. 


(4) Office File. The bookkeeper (or other person 
designated by the treasurer) will maintain an "Open Order File" in 
nimorical sequence. 


(5) Receiving Activity File. The receiving activity 
or other activity concerned will maintain an "Open Order File in 
which both copies will be filed together. 


2. RECEIPT GO MERCHANDISE, SUPPLIES, AND EQUIPHEN? 


a. Procedure fer Receiving Activity. When delivery is made, 
the receiver will withdraw the copies of the applicable erder from the 
"Open Order File", inspect the material received, and, if satisfactory, 
certify on both copies of the order "Received (ate), found satisfactory, 
and accepted.” Any variauce between the quantity or price on the order 
amd the dealer’s delivery ticket or invoice will be called to the 
attention of the treasurer or his designated representative unless 
written authority has beon grantet by the treasurer or his designated 
representative to the receiving activity to accept such varisnces from 
the original order. Subject to the approval ef the treasuger or his 
designeted representative, appropriate corrections will bo made on all 
copies of the order. The quantity received and the price indicated on 
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the order will bo recorded on tho Property amd Steck Record. It is 
desirable that a person other than the receiving or issuing clerks be 
designated to maintain property and stock records. ne copy (green 
copy of MevCempt Forma 739), together with the dealer*s delivery slips 
received with the goods, will be forwarded te the bookkeeper. One copy 
(yellow copy of NavCempt Form 739) will be retained by the receiving 
activity for ready reference in regerd to merchandise received. 


b. Blanket Purchase Orders. When a blanket purchase 
order is used daily deliveries will be recorded on the reverse of 
both the green and yellow copies of the order during the period covered. | 
At the emi of the period the green copy will be sent to the bookkeoper. | 
The dealer*s delivery slips will be sent to the bookkeeper daily. | 
As dairy awi bakery products ere consumed daily, ne recom need be 
modo on the Property end Stock Record. | 


o. Procedure for the Bookkeeper. The bookkeeper, upon 
receipt of the green copy of the omer from the receiver, will withdraw 
the corresponding blue copy of the same order from the "Open Order File” 
ani compare both copies with the dealers delivery slip. If foumi to 
be in agreement, beth copies together with the dealer*s delivery slip 
or invoice will either be stapled together or attached to an Expenditure 
Voucher (NewCompt Fors 740) and filed in a “Pending Receipt of Louler*s P111" 
file, Any differences will be brought te the attention of the treasurer. 























d. Expewtiture Voucher, This form may be used for recording 
all purchases and other expense items when e voucher system is desirable. 
When invoices: are payable seperately under discount, a separate voucher 
will be prepared for each invoice or bili. Ono voucher will be prepared 
for each dealer when o11 invoices or bills for that dealer will be 
paid by one check. All supporting papers will be attached thereto. 

The EN or bills will be recorded individually on the voucher as 
rece Ë 


3. Processing of Dealers’ Bilis. Upon receipt of the dealer*s 
bill or supply activity’s inveice, the bookkeeper will either place it 
in file oy attach {t to the voucher with the copy of tho order pending 
receipt of the material, or will withiraw the orders or voucher from 
the "Pending Receipt of Dealer*’s Bill" file and verify the dealers 
bill or invoice with the quantity ordered end received, unit price, 
and oxtension and terms of payment. After tho dealer's bill or supply 
invoice and both copies of tho order have beer matched, the bookkeeper 
will indicate in writing en the bill that it is correct; will initial 
tho bill; am! prepare a check amd submit the check with the orders 
or voucher, with all documents attached, to the treasurer or his designated 
representative for signature. Any differences will be called ta the atten- 
tion of the treasurer or his designated representative. Mo dealer's bill 
or supply invoice will be paid unless covered by an order on which appears 
a certification of receipt and scceptance signed by the designated ro- 
presentative of the receiving activity concerned. “hen severs] purchases 
ara made during any one month from the some dealer and separate payment 
for each purchase is not required, payment may be made monthly by the 
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issuance of one check. All releted orders and supporting papers, in- 
cluding the dealer’s monthly statement, if received, will be submitted 
with tho check to the treasurer or his designated representative for 
signature. 


4, 1505 


(a) Basic Requirement. Requisitions (Precured locally) will 
be prepared for all stock issued from a central storeroom or transferrod 
from ona, activity to another, 


(b) Preparation., Requisitions will be prepared in triplicate 
and be premebered sorially. ^11 requisitions will be signed by the 
person in charge of the requisitioning ۰ 

(c) Distribution of Copies. The original and second copy of 
the requisition will be sent to the central storeroon or transforring 
activity until the stock is received. 

(d) Central Stereroom or Transferring Activity. The person 
issuing ond the person receiving the stock will sign and date the 


original and second copy of the requisition. The original will 
be sent with the stock, and the second copy will bo filed. 


(8) Requisitioning Activity. The stock received will be checked 
with the original requisition which will then be dated, signed, eon 
sent to the beokkeeper. After the stock has been received, the third 
copy of the requisition may be destroyed. 

(f) Bookkeepor. The bookkeeper will use the original requisition 
for posting purposes. All issues will be recemled on property and 
سا‎ records. After posting, the original will bo filed in en "Issued" 

e. 

If the preceding procedures ere followed without exception, fraud 
by single individuals will probably bo minimized. But the protection 
afforded by a double-entry bookkeeping system and good internal controls 
Should not be over-emphasized, particularly if the controls cease to 
be effective beyond the point of issue of supplies emi materials. Even 
with a stonderd double-entry bookkeeping systom, and with the division 
of responsibilities and functions as outlined above, collusion among 
the internal staff, or between an outsider and one or more of the 


internal staff, would be extremely difficult to detect - in fact under 
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many circumstances would almost defy detection. The following case 
serves to illustrate: 


At one mess it was found that the icoman was working with a cook. 
The iceman regulerly delivered his bagful of crushed ice and returned 
nonchalantly to his delivery truck, tossed the bag inte the back 
of the truck, and drove off. Repeated losses ín inventory convinced | 
the menager that food was being stolen, but it took him a long time | 
to find that the icomeu's bag was always full. It was full of 
ico when he entered the kitchen, and it wes full of hems end 
other choice food items when he tossed it inte his truck and drove 
off. p en later sold his loot aml split the proceeds with 
the cook. 














in another case, which the writer learned of informally, tho 
receiving clerk (who also hed charge of the walk-in refrigerators) wos 
in collusion with tne galley chef aad a regular supplier of meats, 
0,5. grade "Choáce" meats were invariably ozxderod ami paid for by 
the moss treasurer, but the patrons were served U.S. grade "Good" steaks. 
The letter must havo boon treated liberally with meat tenderizer, for 
tho patrons did not complain. The fraud wes discovered after the 
Communding Officer, on a routine inspection of the Officers’ Mess, nated 
some “Good” beef hanging in the reefer, ant questioned the manager 
about it. 

In another case, which the writer also learned of informally, 
a treasurer of o closed officers® mess was perplexed by the excessive 
consumption of sugar by the mess members. 200 mess members apparently 
accounted for 100 pounds of sugar daily, or one~half pound per person. 
He subsequently learned thet the baker had an interest in a bakery 
business in the city, ami wes supplying e portion of the sugar requirements 


at the expense of the closed mess. 
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The frauds illustrated by the foregoing cases admittedly are of 
a minor nature. But if long-continued they would eventually amount to 
a very considerable sum 02 money, and would necessarily result in 
higher prices for patrons of the moss. The fraud coses Ímmodiatel y 
preceding also point up the obvious requirement that controls be developed 
and appl fed to the handling of merchandise and materials after they are 
issued by the stockroom clerk. In the case of beverage service, the 
required controls have aloeady been discussed briefly. The control 
of food service from tho issue sterersem to the customer is extrencly 
complex, and can only be touched upon in this discussion. Such controls 
as the maintenance of daily food cost records, food production planning, 
standardized recipes and guides, portion control, and cost contro} 
in food preperetion may be employed depending upon the size of the 
operation. Specific instructions from higher authority in this arca 
are rather sketchy, amd much is left te the discretion of the manager 
(and the Commanding Officer.) NAVEXOG P-1032 outlines the essentials 
of a food cost control system es fellows: 

FOOD COST CONTROL‏ یه 

a. Essentials of a Food Cost Control System. Although the 
procodures recommended horin are optional, some type of food cost 
control system is required. When determining a practice) systea 
for the individual mess, the following essentials should be considered: 

(1) A food cost contre] system must be practical; thet is, it must 

not interfere with the working routine of the galley and its 
cost must be considerably less than the saving it effects: 


(2) It must give sufficient detailed information on which to base 
corrective 0 
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b. Food, the Largest Item of Cost. Food is usually the lergest item 
of operating cost in any food sales activity and at the same time it 
is the item subject to the greatest fluctuation. Even with constant 
sales, menu differences, overpreduction and wastage may cause the 
cost ef food to increase suddenly, The well-developed food cost control 
system calls to the attention of the management increasing costs from 
day to day and provides the means whereby a serious operation loss may 
be averted. It may also be used to discover in exactly what type of 
food sales the dífficulty 11es. 


کله 

c, Daily Inventories Not Required. A daily inventory of food on 
hend ín the galley is not required, provided this quantity is kept et 
the irreducible minimem., Only sufficiont food for each day*s needs 
Should be requisitioned from the storerooms or storage refrigerators, 
any unused food should be returned and tho storeroons or storage re- 
frigerators charged. The galley has a certain working inventory of 
staples on hand at all times, but if this is maintained et a reasonably 
constant level, food cost percentages will not be materially affected. 


d. Determination of Deily Food Costs. Therefore daily food costs 
may be easily determined by using the following information: 


(1) costs of direct purchases (perishables delivered daily 
to the galley); 


(2) costs of transfers from storerooms (daily requisitions) 


(3) amount of sales (total of cash register readings, charge 
Slips and coupons coilected); 


Tho total of items 1 and 2 divided by item 3 is the Daily Food Cost 
Percentage. 


e. Normal Distribution of Food Cost. The distribution of foed 
cost shown below is generally considered to be a normal one, However, 
there will be variations depending upon such factors ss climate and 
type of menu. The prime purpose of the analysis of food received is 
to determine what percentages are normal for a particular mess and 
to make possible an immediate investigation of any marked variations 
from that normal. This investigation should begin with e further 
breslalown ví meats, groceries, dairy and bakery preducts (fer exemple, 
for dairy products: eggs, butter,milk ond cream ond ice cream). The 
comparison of past with present experience in the sub-divisision 
concerned will quickly show the location of the shortages, Next, 
the مم‎ m be found by close observation and detaíled controls 
were ۰ 
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Food Dollar 
Meats Hoat 2۵. 05 4% 
Poul try 10,0 
Seafood 9.0 
Groceries Produce 23.0 33% 
Staples sm Canned Goods 6.0 
Coffee and Tea 2.0 
Dairy Logs 4.5 20% 
s Butter 6.5 
Milk and Crean 5.0 
Ice Croan 4.0 
Dakery 5.0 5% 
100.% dox! 


Several important works on food service and controls in connection 
therewith aro currently available ami should be consulted by the 
moss manager. © 





lImwexos P-1032, مر متسه هن و‎ for Don ami Closod Hossos 
ونا‎ c of tho Conptroller, Doportment of the Navy, Washington, 
„Vor pe Cate 


?nrednez, Carlson, ond Maschol, 


Operation. Ahrens Publishing Company, Mew York: 1951, is an quali ens 
reference on the monagement of food service. 








CHAPTER III 


DWERNAL AUDIT OP NOMMPPROPRIATED 65 
Tho Secretary of the Navy hee vemted in the Comptroller of the 
Navy both the authority and the responsibility for developing and 


| 
J 
| 





conducting an "internol audit” program throughout the navy. Specifically, 
the Comptroller of tho Navy is required to: 


(1) Develop awlit principles, policies am! procedures and 
exercise technical supervision of nudit operations in 
and throughout the Department of the Navy. 


(2) Perform audits end exaainations, as required, of systems, 
procaiures, records, and docusonts pertaining to the obli- 
gation of and expenditure of appropriated funds, property 
pop sales and reimbursements and of non-eppropriatad 

Ss. 


(3) Coordinate with the Naval Inspector General, to the fullest 
extent feasible, eudits and examinations of field activities. 


(4) Coordinate Navy owlit programs, as required, with the Compt- 
roller of the Department of Defense, fhe General Accounting 
Office aml ether goverment agencies. 


oristod funds, the scope of the 
audit program ot field ami departmental level is outlined by the 
Comptroller of the Navy es follows: 


Tho auditor, by selective checks and such detailed verifications 
ag he deems necessary in any of the fiscal areas affected, will: 


(1) Ascertain the authority for the fund; verify the 
accuracy and propriety of accounting for receipts 
smi disbursements; appraise controls maintained over 
receipts and collections; ascertain that tronsactions are 
in accordance with prescribed policies amd procedures, 


For any of tho various noneppre 
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loffice of the Comptroller of the Nevy, Interna} Audi? 
Policies, Miniman Standards and Objectives, Department of the 
D, C. May 1931, pi 1. 
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depending on the extent to which the fund kas been audited 
by independent public accountants. 


(2) Verify assets, liabilities, and contingencies, 

(3) Evaluate adequacy of accounting records. 

(4) Determine that concession agreements or contracts 
have been negotiated in هروه‎ with estab] ished 

+ authority, end that appropriate disposition has been 
made of income derived therefrom. 

(5) Ascertain that minutos of meotings are maintained and 
filed, und that adopted rosolutions ze1ntîng to 1 
administration and management of funis ore being observed. 

(6) Determine that funda of transferred or deactivated units 
bave been properly computed, transferred, or otherwise 
accounted fof. 

(7) Check solvency of funde. * 

Open and Closed Messes Ashore will be used as on example to trace 
the internal audit function os it generally applies in the broad field of 
non-aporopriated funds. In the case of Open and Closed Messes Ashore 
tho internal ouwit function is performed et four administrative 6, 
a5 follows: (1) The Comptroller of the Navy; (2) The Bureau of Naval 
Personnel; (3) The Cognizant Authority; ami (4) The Commanding Officer. 

The Comptroller of the Navy, in collaboration with the Chief of 
Naval Porsomol and tho Cormamiant of the Marine Corps, hes promulgated 
instructions governing the systom of internal controls amd accounting 


procedures applicable to navy and marine corps mess funds. 3 He also 





lop. eit., p. 10. 


Comendents of Naval Districts am! River Commamis, Chiefs of‏ مت 
Air Functional training Commands, lasse and Area Commanders are designated‏ 
“Cognizant Authorities” for the purpose of administering Commissioned‏ 
Officers" Messes ashore within their commands." (MAVPERS 15047, p. 2)‏ 


„Office of the Comptroller of the Navy, Age 
Navy, Washington, D. | [3 » June, 1954. 
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has developed detailed uniform auditing precedures for use of Awlit 
and Inventory Boards, aml guidance for cognizant authorities in conducting 
inspections of messes end clubs, which are coutained in NAVPERS 15947. } 
Representatives of the Comptroller of the Navy may perform sudits of 
noneppropriated funds at the field level at the discretion of the 
Comptroller. Such audits in general are not complete detailed audits 
except when unusual problems sre involved, or when a thorough examination 
and awit of finencial end accounting operations seems desirable. 
Normaliy, awlits of nonepprepriated funds et the field level are not 
conducted by the Comptroller of the Navy except in conformance with 
tho prirciple ef management by exception, or in cases where the lower 
echelons ere unable to cope with a given situation, or request 806 
and assistance. 

The Chief of Naval Personnel has the responsibility for technical 
control of Commissioned Officers’ Messes. He issues instructions 
governing the administration of messes, requires the submission 
of financial reports ami reports of inspection, end provides supplemontary 
guidance and technical essistance as appropriate ent on request. 

The cognizant authority is required to assure himself of the 
proper administration of all mosses at stations within his command by 
at least ono regular oy ono surprise inspection of each mess each 
fiscal year. The purpose of such inspections is two-fold: first, to 
assist theo Commanding Officer and the mess treasurer in the proper 
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fulfillment of the mission of the mess or club, and its efficient 
administration; end second, to serve the Chief of Noval Personnel in 
assuring that the mess or club is operated strictly in accordance 
with pertinent directives. During the course of each such inspection 
the cognizant authority conducts a limited audit of the mess, and offors 

% 
advice and essistence where needed in accounting, auditing, end internal 
controls. The scope of his inspection will depend in large measure upon 
his impression of the thoroughness and adequacy of the regular monthly 
audits conducted by the station audit beard. 

The Commanding Officer is required to submit o monthiy financial 
statewent, and to assure himself, through monthly internal awdit, that 
the mess is properly administered, We issues such supplementary 
instructions as he deems necessary., 

The audit Instructions contained in NAVPERS 15947 in effect 
constitute s comprehensive internal audit menual, amd are in consanance 
with Lemperti%s concept of the nature of internal auditing: 

Internal auditing is a series of processes and techniques through 
which en organization's own employes ascertain for the management, 

by means of first-hand, on-the-job observation, whether (a) established 
management controls are adequate ami effectively maintained; (b) 
records ami reports - finencial, accounting and otherwise - reflect 
actual operations and results accurately and promptly; end (e) 

each division, department, or other unit is carrying out the plans, 
policies, and procedures for which it is reponsible. 

The audit instructions include detailed audit check lists for 
use by tho audit board, These check lists provide for a review of 
the system of internal control os well as detailed audit. The check 


lists for the review of the system of internal control are in the form 








iryank A. Lamperti and John B. Thurston, LA 


Management, Prentice-llall, Ine., New York: 1953, p. 163, 
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of questions, such that o "no" answer would indicate weak or poor internal 
control, end would require explanation. The check list for internal 
control, is lengthy, but because of its importance it is reproduced 
below, with the writer*s footnoted comments where appropriate. 

REVIEW OF THE SYSTEM OF INTERNAL CONTROL 8 

(a) Petty Cash Fund. 
(1) is the responsibility for tho fund vested in one person only? 


(2) Is the custodian independent of the employe handling 
collections from patrons and other receipts? 


(3) Ave potty cash vouchers premebored, prepered in imiel ible 
pencil, signed by the payee, and approved? 


(4) Are vouchers and attachments marked or stampod “Paid” to 
preclude re-use 


(5) Is the cashing of personal checks from this fund prohibited? 5 





lonly one person should be responsible for the petty cash fund, 
else e froudulont transaction could be blamed on another person who 
also has access to the fumi). 


“1f the custodian of petty cash is also the custodian of another 
cash fund, or is the cashier, cr has access to the accounting records, 
the opportunity exists for fraudulent manipulations of transactions 
which clear through the fund). 


so, this reduces tho possibility of introducing froudulent‏ وٹ 
vouchers, or raising the amounts or otherwise fraudulently eltering‏ 
authentic vouchers).‏ 


41۶ و‎ paid voucher were net properly canceled, it could be 
used again merely by altering the date, Vouchers should be canceled 
at on 3 q a check is issued for the purpose of reimbursing the petty 
cas ° 


Tho basic purpose of a petty cash fund is to facilitate dis- 
bursononts of sums of money whick ere too smell to justify issuing 
checks. This fund should be kept as smell as practicable, ond 
should not be used as a check-cashing fascilíty.. 
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(0) Is the use of this fumi Limited to small expenses of an 
emergency nature which could net be paid by check? 


(7) Ave checks for reimbursement made out to the order of 
"Petty Cash ۲ 


(b) Chance. Funds. 
(1) Are the amounts of change funds authorised?” 


(2) Are the funds checked by surprise counts made by the 
Mese Treesurer? 


(3) Are proper physical safeguards ami facilities employed 
to protect the chango funis? 


(4) Are the amounts of the chenge funds reasonable? 

(e) Cash Recaipts 
(1) Are daily receipts kept separate from tke petty cash fund? 
(2) Are cesh receipts deposited intact end without delay? 





lAs with all cash funis, the petty cash fund should be inspected 
frequently aî unannounced times by the manager of other responsible 
person, to minimize petty embezzlement aml to ensure thet the fund 
is mot being used a8 a source of unauthorized advances). 


“Tho amount of each cheage fund should be fixed, and each such 
fund should be authorized in writing by tho manager). 


Škach cashier should have a metal cash box in which his 
change fund is locked and stowed in a safe for overnight safekeeping. 


“erro practice oí allowing cash receipts to eccumulate for 
several days and of permitting disbursements to be mode directiy from 
cash shouid not be tolerated. Both of these practices present too 
many opportunities for framdulen? 811170181168 by employes. All receipts 
of cash should be deposited intact, not less frequentiy than once a 
day. The following sdvantoges accrue from prompt depositing of cash: 

(1) it reduces the risk of large theft lesses and the accompanying 
expense of theft insurance; (2) it reduces opportunities for employe 
peculation through manipulation ef records; (3) it furnishes a prompt 
and closer check on T cashiers by چا اک پچ ہچ‎ hein 
(Lillies ar iter, & » Tı g’ 1 | 
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(3) Are bank deposits certified by means of: 


(a) Duplicate deposit slips stamped by the bank or 
(b) Entries in the pass book?! 


(4) Are cash receipts recorded by cash registers?“ 


(5) If so, are the waghine totals checked by some one other 
than the cashier? 


(6) Are printed prenumbered receipt books used?“ 


(7) Are the daily totals and numerical sequence checked 
by some one other than the cashier? 


(8) Are unused receipt books safeguarded? 9 


(9) Are the duties of the cashier entirely separate from 
the maintenance of the individual patrons’ accounts? 


(10) Are cash overages and shortages shown on the daily 
activity reports and recorded on the books? 


Isome business firms use a triplicate deposit slip method, 
wherein the third copy of a deposit slip is mailed by the bank directly 
to the company. This constitutes an added safeguard against manipulation 
of deposit slips.. 


“Ringing up sales on cash registers, in plain view of the 
customer, deters underreporting of sales, and provides a tamper- 
proof cumulative total of sales, if properly used.. 


othe cashier should not have access to the reset mechanism. 


AReceipt forms must be prenumbered, and must be accounted for 
in order to preclude the substitution of fraudulent receipts, in which 
the amount received is shown to be smaller than that actually received., 


Sf cashier has an unauthorized supply of unused receipts he could 
use some for the purpose of giving a receipt to the customer, could then 
pocket the cash and destroy duplicate copies of receipts. 


6The cashier should have no access to bookkeeping records, nor 
should the cashier be permitted to originate any business paper which would 
be the basis for adjustments to the accounting records. If a cashier hed 
access to the accounting records he could, for example, pocket the money 
received from a customer on account, credit the customer's account for 
the amount received, and enter an equal charge to an expense account, such 
as bad debts expense, 
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(11) Are checks returned by the bank for insufficient funds 
controlled and o follow-up maintained? 


(12) Are the cash receipts properly safeguarded at all times? 


(13) Are there proper safeguards over the storage snd salo 
of coupon books? ۳ 


(4) Cash Disbursements 


(1) Are all disbursements, except those from petty cash, made 
by check? 


(2) Ave printed prenusbered checks used and kept under control? 
(3) Are voided checks properly mutilated end held for inspection? 
(4) Is the signing of checks in advance prohibited? 


(5) Is the practice of drawing checks to "Cash" or “Bearer” 
prohibited? 


(6) Are checks prepared by someone other then the signer? 
(7) Ave choecks presented for signature accompanied by 
approved invoices and gvidence of receipt and acceptasce 
oí goods wml services? 
(G) Are all invoices stamped or marked “Paid” to prevent re-use? 
(9) Ave bank reconciliations made 3 
(e) Accounts Receivable 


(1) Are accounts receivable records mainteined independently 
of cesh receipts? 


(2) Aro monthly statements checked by some one other then the 
accounts receivable bookkeeper before tailing? 





11119 practice ís an open invitation for a dishonest employe to steal, 


“Sone person other than the signer of the check should sign the file 
copy of the check, thereby certifying that ell supporting papers are in 
proper order.. 

signatures amd endorsenents on cence’. ehecks should be exemined for 
evidences of frawli, Deposit dates as shown by the bank statement should be 
comperod with deposit dates shown by records of cash receipts. 

AA common fraud consists of pocketing collections sade from presumably 
uncollectible accoucts. 


"Checking end mailing should be under tho control of someone other thon 
the beekkeeper and cashier. 
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(3) Are delinquent accounts reviews by the Mess Treasurer and 
referred to the proper authority? 


(4) Are disputed items and bad debts written off properly 
controlled?l 


(5) Are all charge sales slips numerically controlled? 


(f) Consumable Property Inventories 
= 


(1) Are perpetual inventory records maintained for the 
bulk storeroom on a current basis? 


(2) Are such records controlled by an office clerk or 
other individual not responsible for the stockroom? 


(3) Are perpetual records checked with the physical count? 


(4) Are properly approved adjustments made to the perpetual 
records as a result of variances found in the physical 
count? 


(5) Are surprise spot checks made to ascertain that the 
perpetual records are maintained currently and are 
in egreement with the stock on hand? 


(6) Are designated persons held responsible for the control 
of the various consumable inventories? 


lBad debts written off must first ho cerefully investigated to 
ensure that the customer involved did not, in fact pay his account. 
Where bad debts are generated by "rubber" checks, such checks should 
be thoroughly investigated, and the identify of the signers thereof 
be definitely established. A commen fraud occurs when a cashier prepares 
a check, signs a fictitious name, pockets the face amount in cash. If 
customers take exceptions to statements, or if statements are returned 
due to incorrect address, such exceptions must be communicated directly 
to some Wie person other than tke cashier or accounts receivable 
bookkeeper. > 


Ban employe who has access to cash receipts could substitute 
a fradulent charge sales slip for the desired amount of cash. 
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(7) Are 811 receipts of material accounted for my means of 
receiving reports? 


(8) Are all issues accounted for by meens of signed requisitions? 


(9) Are invontory sheets ani swamaries properly initialed 
by all persons participating in the count, the pricing, 
the extensions, and the footings?? 


* (10) Is the stock on hand properly binned, safeguarded, am 
controiled? 


(11) Aro the inventerios of stock on hamd in excess of 
current neads? 


(c) Investments 
(1) dre securities omed by the mess properly safeguarded? 


(2) Are dotailedl recerds as to certificate number, maturity 
dato, amount, etc., maintained by the accounting office? 


(3) Are all purchases amt sales of securities approved by 
the commanding officer? 


(n) Zher Assets 
(1) Are adequate records maintained for prepaid Items? 


(2) Is there an established procedure for emortizing these 
prepaid items? 


lie possible, receiving reports should be prepered by a person 
other than the stockroom clerk or office personnel handling details of 
purchasing or related accounting records. Purchasing, receiving, ond 
Storage functions should be separated in onder to minimize tho risk 
of collusion between a vendor and employes. 


“mis question brings toi wind a fraud case, which the writer 
learned of informally, concerning an obese destroyer supply officer ond 
his ship's store clerk, The bulk storeroom was situated in a tiny 
compartment, the access to which was a manhole of about the same dimensions 
as the supply officer's girth. The supply officer was apparently dubious 
of his ability to pase through the manhole, for his practice was to stami 
in the compartment above while his ship®s store clerk called out the 
inventory from within the storereom. For many months the inventory ¬ 
he called out included considerable merchandise which was not there, Mis 
fraud was umcovered when a now supply officer, who took his own inventories, 
reported ¿0 the ship. 


JExcessive inventeries nre costly te maintain, and, in the 
case of foodstuffs, results in excessive spoilage ami shrinkage. 
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(3) Asgounts Payable 


(1) Ayo detailed records of open accounts with vendors reconciled 
monthly with the general ledger control account? 


(2) Are vendors* statements compere! with ths epon balance în 
their accounts before payment? 


(3) Are all unpaid invoices for goods or services included 
in the inventory recorded as liabilities fer the period 
under review 


سی 


(4) Are invoices held in abeyence peaiing evidence of receipt 
end acceptance of goods or services? 


(5) Are accounts settled promptly ond advantage taken of 
cask discouuts? 


- یا‎ 
۷ YA 1 UA "وو‎ á 4 ۰ 


(á) ed Q; E lau 
(1) Tas provision been made for expenses incurred but not yet paid 





(2) Are thoro doowsento en file to support entries in these 
accounts? 


(Fk) SZ 


(1) Are all sale prices governed by approved menus end 
staxiard price lists? 





(2) Are all sales controlled by wee of registers or other 
mechanical devices? 


(3) Are all sales (cash and charge) slips premabered and 
prepezly controlled? 


(4) Are sales slips aritimetically checicad?? 


(5) Are cash registers read ut the end of each work shift and 
compared with the actual receipts? 


(6) 13 a comparison moxie monthly by the Hess Treasurer of the 
sales per cash register aml the recorded receints? 





(7) Is there control maintained over the sale of garbage and scrap 








in camma frawd occurs when the sales clerk cherges the customer nore 
than the duplicate sales slips show, or underfsots the duplicate sales silp, 
pocketing the difference, 


2This must be carefully controlled, es such sales are often eon“ 
sumated on a bargaining besis, ax for cash, 
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(9) Are all concessions covered by written sgroements? 
(9) Is a mess employe present ot clearance of vending end 


emusement machines to check the accuracy of the con- 
cessionaire’s report? 





(1) Is tho purchasing separate fron tho eccounting, the 
* receiving, and the issuing functions? 


(2) Are all purchases (except smell items purchased from 
petty cash) made by means of purchase orders? 


(3) Are purchase order forms prenubered? 


(4) Is a copy of the nope order given to the receiving 
department as authority to accept goods? 


(5) Are all invoices approved by the Mess Treasurer or 
his designated representative? 


(6) Is there a definite responsibility for checking invoices 
es to prices, extensions, and discount terms? 


(7) Arve all invoices for expenses properly supported and 
controlled? 


(n) Payxolls 
(1) Is tho payroll approved by the Mess Treasurer before payment? 


(2) Are the time reports of hours worked approved by the 
activity maneger? 


(3) Are s11 employes paid by check? 


(4) Are payroll computations checked by some one other than 
the person wie prepares the payroll? 


(n) Noncensumable Property (Furnishings and Equipment) 
(1) Are the property records maintained on s current basis? 
(2) Are purchases and dispositions approved? 
(3) Ave discrepancies between property records ond physical 
inventories investigated snd adjustments to the 
property records approvod? 


(4) Is adequate fire Insurance carried on property owned by the 
tho moss or club? 
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(o) Is thore an up~to-~late organization chart svallable wich 
roasonably fixes the responsibilities of key employes? 


NAVPERS 15047 alse lists tho detaile! awlit steps te be foliowsd 
by the sudit board. These ere es follows: 
(a) Cash om Haui-Cenoral 
s (1) Control all cash and cash items to be counted. 4 
(2) Make count in presence of responsible individual (s). 
(3) @tein signaturets) of cash custodisn(s) acknowleging 
rotura of all cash and cash items, upon comfetion of 
count. 
(4) If the audit tabes place subsequent te the closing 
date of the last sudit period, reconcile count to 
the ewlî? date. 


(5) Ascertain that all cash funds (petty cash, change funds, 
check cashing, etc.) have been suthorized. 


(6) Determine if cash funds are properly safeguarded. 





(1) Count cash and checks on hand, 
۹ 
(2) List all curroncy, coin, and checks." 


(3) Traco all checks and currency to the Cash Recejpts 
Journal em! duplicate receipted deposit slips. 


(e) Cash on 





(1) Count currency, coin, etc., aud list on working paper 


iControl over oll Zumis being counted is essential, in order to 
prevent transfers from one fund to another during tho inventory. 
Shortages haye been covered up by such transfers, particularily where 
ono person is responsible for two or more funis. 


?Checks in ell funds should be ínspectod carefully for post- 
dating, or for old cheoks. The former, of course, sre unauthorized 
loans, in effect, aml the latter probably sre befag held as a favor. 


“The duditor should be alert for checks received but not recorded 
in the cesh book, 





~ 48 ے‎ 
(2) Roane’ pe for approval aml list expense vouchers held in 
fund. 


(3) In those cases wherein the petty cash custodian makes 
up û miner shortage at the time of the count, obtain 
written approval of such reimbursement frem the Mess 
Treasurer. © 


(4) Where improper or frrequler {tens are disclesed at the 
s time of the first count, melo o Later count ond reconcile- 
ment to determine that subsequent receipts have not 
been used to cover deficiencics, 


(5) Check the amount of the fund with the belance in the beoks. 


(d) Cash on Tami- Change Punds 
(1) Count all chenge funis. 


(2) if a change fund has been issued before the awift boerd 
begins {ts count, contact the cash custodian, take 
register readings, count the cash, sal reconcile to 
recorded selos Dius the amount ef the chance fund, 


(e) Cash in Bank 


(1) tain the bank sta end canceled checks for 
the period to be audited. 


(2) Exemine the benk statements fer crasures or changes 
7 ony — show tberoon, and confira changes 
th ba ° 


(3) Reconcile the bank belances por statement. 


lVouchers should be carefully inspected te ensure that tho totals 
have not been altered. To prevent alteration, vouchers sheuld bo 
typonrittcen or made out in ink or imdeliabie pencil. Amounts should 
be written out in full. 


panty shortages, in themselves insícnificant, may be indicctivo 
of more serious umlerlying faults. 


“common auditing proctice requires the ouditor to obtain directly 
from the bank the stutement mat canceled checks. If the — involved 
has access to bank statements before the awiit he has opportunity 
to alter the statement ani to dustroy any checks which might be evidence 
of frawl. If a dishonest oye has a confederate ín tho benk, he might 
obtain a supply of blank statements and prepare his ow bank 
Statements to concool a fraud. 
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(4) Exemine oll canceled checks for approximately one week of the 
ef the ewlit peried am trace to Cash Disbursements Journal. 
A186: 


(a) Compare nature of the check drawn with eccounting 
distribution. 


(b) Compare nome of payee, mount ani date of check with 
* Cash Disbursemonts Journal. 


(c) Compare endorsenents with none of payos. 1 


(d) Investigate double emlorsement where secon! emlors t 
is that of a person connected with the Mess or Club. 


(0) Investigate all checks (other than pay checks) made 
payable to bani: or omployecs. 


(5) Soe thet a22 checks are accounted for and that voided checks 
ere mutilated awl retained, 


(6) Vorify thet deposits in transit st end of prior awdit 
period wore deposited prouptly.4 


(7) Compare total recoipts por Sales ami Cash Receipts Journal 
with adding machine tape of total deposits shown on the 
bank statements and account for ony differences. 


(9) Compare total witixirawals per bank statements (per adding 
machine tape) with total disbursements shown in Cash 
Disbursesonts Journal. Verify bank charges and berk credits. 


t9) See thet receipts are deposited intact daily or in 
accordance with regulations, 





lTho purposo is obvious: to ensure that the intended payee 
۵669211 endorsed the check. The auditor should bo alerg for 
variations between endorsements by the game firs or individuals. 


¿his may indicate collusion between 2 vendor and an employe. 
Most firms deposit shocks directly, in accordance with the generally 
accepted requirament that cash receipts be deposited intest, 


This requirement provides a check sosinst the practice of 
“kiting”, in which o cheek is dram on oco beni account oni deposited in 
another, without beim recordad in the cash disbursements record, 
fer the purpose of covering a cash shertacc. Obviously, say check 


other than s poy check, payable to sr employe should be viewed wif 
suspicion. 


“Deposits “in transit” must be verified with the bank to 
precludo their usc as a ruse to conceal shortages. 
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(10) Foot aad croz3foot cash receipts am! disbursonente 8 1 
fer tho audit period, Trace totals to general ledger accounts. 


(11) Ascertain that roports ef baut balances iN geass Of w^ 
$10,000.00 are suluaitted in accordance with directives, 


(1) Qtain s list of open occousts at tho end of the month and 

> check ind mos with tho subsidiary lodgor or record. 
Prepare a summery am conppro summary totol with contrelling EC 
aoceuut i5 goneroel lodger. 





(2) Aga opon aecounts (current -- not moro than 30 days, 20-60 
days, ani ever 09 days). 


(3) Indicate on tho list emunts received subsequent te the 
audit period, 


(4) Investigate delinquent accomits end escertaio stomps being 
taken to collect such accounts. 


(5) Verify that eccounts written of? were properly approved. 


(6) Investigate credit balances mki seo that they are shown 
es liabilities on financial statement. 


(7) Aritimoticelly check sales slips for several days amd 
trece charges to imiividanl accounts receivable. 


(8) Investigate any personel accounts ef the Ness included as 
Accounts leseivable, 


(9) Ascertain stops being taken te collect on checks returned 
for insufficient funds. 


(20) Conf%ue ether accounts recefveblo, if believed necessery. 





subio Promrty Jpyenteriog (Dogn]o "eyebandleec nly) 


(1) Senior member of the beard should prepere written instructions 





La common forma of fraud eccuxs when the cashier receives cash 
on account, credits the custemer’s account, but neglects te enter 
— in the cokk journal. This amit step should reyenl 
Ruch a 1 


“Since bank deposits fnsared umder FDIC ere limited to $10,000.00, 
‘the Comptroller of tho Navy will roquost the Treasury Department te obtain 
a pledge of collateral to protect uninsured balances of = 
fund accounts on the basis of information reported . . ,"(IAVCONPT 
TOZA ZON 7620.6, Bepertwent of the Navy, Office of the Comptroller, 
Washington, D, C., 23 March 1955, paragraph 9). 
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for other board members to follow in taking the physical in- 
| ventory. Such instructions should cover method for ínventorying 
partially filled containers, the reporting of merchandise not 

in usuable condition, end the general appearance of the stororoon. 


(2) If physical count was not made directly on final inventory 
sheets, reconcile such original record to the final inventory 
sheets. 


63) Test check prices on inventory sheets with recent invoices 
and stock records, 


(4) Check the clerical accuracy of footings and extensions of 
the inventory sheets and trace summary total to General 
Lodger Controlling Accounts. 


(5) Ascertain whether the book inventories have been properly 
adjusted to reflect results of physical count. 


(6) Test check receiving reports and other documents for the 
last few days of the audit period against the stock records 
to ascortain that they were recorded ami that the merchandise 
is indluded in the count. 


(7) Compere the physical count with the stock records 
and investigate any major differences. 


(G) Determine that no furnishings, equipment, or supplies are 
included in the inventory. 


(9) Make a physical count of empty amd full containers having ۵ 
monetary vaule (such as barrels, cases, aml bottles) amd 
list on a separate inventory sheet. After extension is 
made, compare total with control account in the generd ledger. 


(10) Inspect storeroom facilities for proper sefekceping. 
(hd Investaents. 


(1) Count the securities on hand and check the total with the 
balance show in the general ledger account. This count 
Should bo made simáltaneously with the count of cash to 
avoid any possible manipulation. If the securities are not 
on hend, obtain confirmation from tho custodian thereof, 


(2) Ewamino the securities to ascertsin that they ore in the name 
of tho Mess. If the bonds are coupon bonds, see that all 
unmatured copies are attached. Also, see that tho proceeds 
of matured coupons ore reflected on the accounting records. 





(3) Ascertain that all securities aro properly safeguarded, 





qd.‏ د 


(3) Qv ا‎ 71 


(1) Ascertain thet proper records sre noistnineu in support of 
prepaid charges and special deposits. 


(2) Caloulate aapunts of various prepaid cherges carried on tho 
balance sheet as a charge to future operations. 


(3) ixemine decumentary evidence (invoices, contracts, insurance 
policies, otc.) in support of the prepaid charges, end 
verify special deposits by confirmation, 


(4) See that procedure followed for ouortising or reduciag the 
propald itaa is reasoneble ami is in accordance with sound 
business practicos. 


(5) maino policies to ascertain that the insurance carried is 
in accordance with current directives, is edequote in 
coverage but not excessive. 


QD. Accounts. Poynble . 


(1) ‘tain copy of the trial balance of the accounts payable 
leger or file and comparo with open items on the invake 
register (if one is malatained) aml the accounts payable 
ledger. Also, compere the total nf open accounts with 
the general ledgar controlling account. 


(2) Test check monthly statements from creditors with 1 
ance. 


(3) Correspond with crediters reganiing accounts with long out- 
Standing balances and check replies. 


(4) Check invoices or dealers’ bilis for apprevel, receipt 
and acceptance of goods or services. 


(5) Test check invoices or deslers* bills ferderical accuracy. 


(6) Review inveices for first 5 days of the moth subsequent to 
audit period to ascertains that they do mot indicate 
receipt ami — during tho month under review 
and should have beer recorded as liabilities. 


(7) famine receiving reports for the lust 5 days ef the awdit 
period to ascertain tliat correspondim; liabilities are 
properly recomied. 


(8) Check footings am! crossfeotings of invoice register. 








(1) Check calentotions of the liabilities by reference to original 
records, such as payroll records, insurance policies, tax 
bills, contracts, fedorol tax returns, and siniler items. 


(2) Serutinize expense accounts to determine if 211 accrued 
liabilities have been sot up. 


Q) Other Ldshilities 


(0) Exomipe odjustmonts to Unredeemad Coupons Account and 
ascertain that proper epproval was obtained, 


(n) Dat Worth 


(1) Prepare schedule of both operating surplus and reserve 
accounts showing changes during the awlit period, giving 
full details for all adjustuents. 


(2) Cxamine underlying documents in support ef chances made, 


(n) Sales 


(1) Test check the compilation of data supporting the daily 
entries in the Sales and Cash Receipts Journal for 
several days during the month. 


(2) Trace the entries on the daily activity reports to cash 
register مب‎ sales Slips, ete., for tho some period 
used in item (1) above. 


(3) Select several accountebility reports and trace the 
Sales thereon to tho Sales am? Cash Receipts Journal, 
Also, compare the actual soles with the potential sales 
based upon the method of accountability. 


(4) Are cash overages amd shortages properly recorded? 

(5) Trace postings from the Sales end Cash Receipts Journal 
to the general ledoscr accounts ar] accounts receivable 
subsidiary records for charge sales. 


(G) Compare total sales from month to month and determine 
reason for any large variance. 


(7) Compare caress profit percentages for zack department fron 
month te month ami determine reason for variance, 
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(0) Test check several ites on the food monu ox] the package 
store ami ber price list for correct pricing in 06 
with operations] goals set up for the Mess or Club. 


(o) ther Income 
(1) Ascertoin that there ere signed sqreements with all cou- 
cessionaires. 


5 
(2) Check the computation of concessionaire reporte; oscertaín 
thet the rete used screos with concession agreements; 
and trace the amnwrt show: on tho reports to the 
Cash Beceipts Journal, 


(3) List any purchase discounts ferfeited by late payments, 
ex explain ressons therefor. 


(p) Payrotis? 


(1) Check the time reports for the mmbeor of hours worked to the 


payroll rocerd fer ot least ono pay period. 


(2) Compare the peyroll rates and tex exemption status Listed 
on payroll to porsonnel records for tho same period used 
in item (2) above. 


(3) Verify computotions, distribution, an! payroll deductions for 


pene period as used in item (1) above, 
(4) Foot end crossfeot payroll record. 


(5) Trace totol payroll for ono pay peried to the Cash Mshursenents 


dourna! ond cenera? lodeor account. 


(6) Compere canceled checks witk payroll am! exextine endorsements 


for the same period used in item (1) above. 
(7) serve, ff possible, a pay off procedure. 


(q) Purchases ant ان‎ 


(1) Test cheek, for at least 10 days, invoices appearing in 
the invoice Registor, and rovier underlying documents for 
approval, receipt and scceptence of goods or services, 
computations, etc. 


(2) Trace the invofees selected from the files for several days, 





la common method of ewbezzicwent is padding payrolls as to time, 
production, or number of employes. 





"e 


| after checking fer receipt and acceptance of goods or 
services, to the Dwoice Register. 


(3) Trace items selected in (1) and (2) above to the stock 
recom cards, 


(4) Review transactions for first 5 days of month subsequent 
to awli period for any charges applicabile to period under 
review. 


| (5) Serutinize ell invoices paid during the awdit period 
te be sure that they are fully supported and stamped or 
marked “Paid” to prevent reuse. 


(6) Compare expenses for poried under review with last’s month*s 
expenses and investigate any large differences. 


(7) Foot and cressfoot tho Invoico Ungister, Trace the totals 
to the sccounts in the General Ledger. 


(3) Verify that the Govoraaount has boen paid for tho cast 
of utilities to tho extent roquirod by current directives. 


(6) Vorify that Mesa funds have not been emonicd for materials 
end services properly chtainable from appropriated fuads 
in accerdaace with current directives, 


(z) Fidelity Dongs 


(1) Examine ol2 fidelity hoads and ascortein thet they cover 
ail pesitions having cash aud property walor their control. 
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(1) Take an inventory of Mess-owned furnishings end equipment, 
| ín accordence with regulations. Doteraine thet the 
equipment is properly identified and that the location 
of the item agrees with the preperty record information, 


(2) Check the physical count with tho property records and 
investägste any differance. 


(3) Account for the prececds on equipment sold since the 
last physical inventory was takes, 





(4) Sezutinizo the property record cards to verify thet 
the information as to date of purchase, cost, location, 
end other portiaent data îs shown 0 


(5) Test chock the entries on the property recori cards by examining 
the undeBiying documents (invoices, evidence of receipt anti 
acceptance, etc.) in support thereof. 
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(1) Check for compliance with applicable directives. 


(2) Hake comment to the commenting officer of any action 
taken in violation of existing ropulations end directivos. 


Tho writer has observed that tho awlit of many ronappropriated 
تب‎ 
fund ectivitios is often conducted in a porfinctory manner at the 
station level, Perfunctory awlits, liko other forms of loose internal 





control, encourage inefficiency and fraud, It can be safely assumed 
that if o deliberate fraud has been committed, other then the crudest 
type. the accounts will nontheless balance, and the financial 
statements will appear to be in order. The proper performance of an 
internal auiit, as outlined in the preceding audit instructions, requires 
many man-hours of skilled endesvor. Such on audit cannot be performed 
by merely checking aritimetic accuracy of the balance shoot and incomo 
statement, and ensuring that the books"beilance." It:is therefore 
Bomiotory that the Commanding Officer ensure that a strong, woll-qualifiod 
and well-trained swlit team is assigned to the task of internal audit 
of aonapprepriated funis. 

The foregoing has been a discussion of the audit procedures 
ea apply to Officors* Messes, Chief Petty Officers" Mossos, and 
En] ised bens Clubs ashore, The seme general principles ami procedures 
should apply to other types of noneppropriated funds. Some nonappropriated 
funda, notably credit unions, are awlited by public accountants, thich 
limits the internal audit role at tho station level in those instances. 
They reamin, however, subject to audit by representatives of the 
Comptroller of the Nevy as deemed necessary. 





CIAPIER IV 
CONCLUSION 


it is generally accepted thet no system of accounting or internal 
control yet devised will positively prevent embezzlewont. The skillful, 
sophisticated embezzler will loave a very meager trail of evidence, 
which may defy detection by tho best system of internal controls for 
years. But woll~<levised, skillfully ami consistently applied systems 
of accounting and internal control can go far toward preventing basically 
honest persons from yielding to temptation. Deviations from established 
methods aml procedures must be detected promptly by the internal control 
syste. Positive corrective action must be taken, for each 0 
in established procedures represents a woak link ín the chain of defenses 
against, frau! and inefficiency. 
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